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Real and Equilibrium Real Exchange Rates in Armenia1

Vardan Aramyan

The real exchange rate is of  high importance to any country. It is important because of  the three functions it performs. First, the real
exchange rate is the major price determinant of a country’s competitiveness and determines the structure of production and
consumption. Second, it reflects the speed of convergence of  a given country towards developed countries. Third, it ensures the
domestic and external balancing of  the economy.

When interpreting the behavior of the real exchange rate, the issue is addressed in two dimensions. First, the question is whether the
appreciation of the real exchange rate does not result in a loss of a country’s competitiveness. Second, it examines whether real
appreciation is affected by the behavior of  fundamental economic indicators or only as a short-term phenomenon reacting to short-
term shocks from policy-makers that will eventually lead the economy into a crisis. In other words, the policy-makers will only worsen
the gap between the actual and real equilibrium exchange rates.

Let us discuss these questions with the example of  Armenia.

Figure 1: Real Exchange Rates Behavior, 1998-2005 (upward trend of curve implies appreciation)

The real external exchange rate calculated on the basis of the CPI in Armenia depreciated until 2003, thus providing price competitive-
ness to Armenian exporters in external markets (see Figure 1). What concerns the domestic real exchange rate, however, is that it has
been steadily appreciating since 2000, showing that the people in Armenia became wealthier each year. Exporters could afford to pay
better salaries to attract laborers from the non-tradable sectors because the real exchange rate depreciated due to nominal exchange
rate depreciation, ensuring excess profits to expor ters. However, since 2004, when capital and financial inflows into the Armenian
economy increased and accelerated, coupled with drastic improvements of trade terms in foreign markets in 2005 due to an increase
in prices for metals in the international market, the real external exchange rate started appreciating. Some exporters (namely, metal
exporters) were able to maintain their markets due to the increase in international prices (see Figure 2). Other expor ters could only
manage to survive if  their productivity increased accordingly.

In order to substantiate this scenario, we cite the results of the CBA paper “Estimation of  Ballassa-Samuelson in Armenia.” Let us remind
the reader that this effect was named for two famous economists-Ballassa and Samuelson-who first developed the concept. In the
1960s, when a number of countries were enjoying high economic growth rates while simultaneously suffering from permanent real

1 The issues discussed in this article base on the following papers on the real and real equilibrium exchange rates developed by the CBA: “Estimation of  the
real equilibrium exchange rates in Armenia with the 1-2-3 model” and “Estimation of Ballassa-Samuelson in Armenia”. The named papers were prepared by
Vahagn Grigoryan and Harutyun Sargsyan, macroeconomists of  the External Economic Relations Division of  the CBA Monetary Policy Depar tment.



3
EPP III - 4

Articles

exchange rate appreciation, critics blamed the policy-makers that exports were losing their competitiveness. This was when Ballassa and
Samuelson proved that the appreciation bears the effects of the comparative productivity growth of the tradable sector and, therefore,
there is no need to worry.

Figure 2: Behavior of External Real Effective Exchange Rates and Export Prices, 1998-2006

The results for Armenia show that this effect is quite weak as compared to a number of developing countries (see Table 1). Table 1
summarizes the comparison of the Ballassa-Samuelson Effect where the domestic price level is derived from the comparative prices of
tradable and non-tradable sectors (domestic real exchange rate). Only 0.19 percentage points out of an annual average 2.3 percent
price increase in Armenia is the result of  the productivity growth. The balance is the consequence of  the financial inflow and external
inflation (described below.) In other words, our exporters did not take advantage of the opportunities during the depreciation period
to upgrade production technologies and increase productivity. If  Armenian export sectors have limited productivity growth rates then
eventually structural changes in exports take place. The industries that enjoyed price competitiveness due to exchange rate depreciation
yet unable to increase productivity (e.g., labor-intensive sectors that were once competitive due to low salaries and a depreciated
exchange rate) will be gradually crowded out from their markets since the real exchange rate will appreciate along with economic
development and enrichment of  the society.

Table 1: Comparison of Ballassa-Samuelson Effect2

 Product iv i tyProduct iv i tyProduct iv i tyProduct iv i tyProduct iv i ty Average Inflation Rate,Average Inflation Rate,Average Inflation Rate,Average Inflation Rate,Average Inflation Rate,
Impact on PricesImpact on PricesImpact on PricesImpact on PricesImpact on Prices  1999-2005 1999-2005 1999-2005 1999-2005 1999-2005

Armenia 0.19% 2.3%

Czech Republic 1.1-1.2% 2.5%

Estonia 2.2% 3.6%

Poland 3.6-4.2% 4.5%

Slovenia 2.1% 6.1%

Hungary 3.9-4.3% 7.0%

What concerns the real equilibrium exchange rate, if  the actual exchange rate is different from the estimated equilibrium level, is that this
may create large problems for countries. Under significant excessive appreciation, a country can face serious crisis due to an imbalance
in external sectors, while excessive depreciation constrains domestic demand, consumption and investments. That is why it is crucial that

2 Sinn and Reutter (2001)
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policy-makers be aware of  the real equilibrium exchange rate: it allows them to develop policies that avoid potential distortions and
pressures in goods and foreign exchange markets.

The theory suggests different approaches to estimating the level of the real equilibrium exchange rate. The CBA has analyzed the situation
based on some of those approaches to estimate the behavior of the real equilibrium exchange rate.

One of the approaches is the famous Devarajan, Lewis, Robinson3  (DLR) model, or the so-called 1-2-3 model4 . This general equilibrium
model estimates the real equilibrium exchange rate by examining international inflation, foreign trade terms and capital flows. One of the
positive sides of  the DLR model is that it also accounts for the conditions of non-perfectly competitive markets. However, the
shortcoming of  this model is that it depends on which base year is used. The base year is supposed to be the year when the economy
was in a steady state. The arguably chosen year of 2002 for Armenia has yielded the following results:

Table 2: DLR or 1-2-3 Model Applied to the Armenian Economy, 1999-2006

YYYYYea rea rea rea rea r In ternat iona lIn ternat iona lIn ternat iona lIn ternat iona lIn ternat iona l Impact ofImpact ofImpact ofImpact ofImpact of Impact ofImpact ofImpact ofImpact ofImpact of Equ i l ib r iumEqu i l ib r iumEqu i l ib r iumEqu i l ib r iumEqu i l ib r ium Actual DollarActual DollarActual DollarActual DollarActual Dollar Dev ia t ionDev ia t ionDev ia t ionDev ia t ionDev ia t ion
Price IncreasePrice IncreasePrice IncreasePrice IncreasePrice Increase TTTTTrrrrrade ade ade ade ade TTTTTererererermsmsmsmsms Capital FlowsCapital FlowsCapital FlowsCapital FlowsCapital Flows Dollar PricesDollar PricesDollar PricesDollar PricesDollar Prices  Prices Prices Prices Prices Prices (+ implies excessive(+ implies excessive(+ implies excessive(+ implies excessive(+ implies excessive

apprec ia t ion)apprec ia t ion)apprec ia t ion)apprec ia t ion)apprec ia t ion)
1 2 3 4 5 6

1999 -1.8 1.9 -7.8 -7.5 -5.0 -14.9

2000 0.3 -0.4 -5.6 -5.8 -1.6 -11.2

2001 0.3 0.5 -9.2 -8.4 0.3 -2.8

2002 3.2 -0.9 -7.0 -4.9 -2.2 0.0

2003 1.2 -2.4 -1.1 -2.7 3.7 6.6

2004 9.0 -1.3 -0.7 6.9 16.1 15.8

2005 14.0 9.1 -2.3 22.1 17.1 11.1

2006 est. 12.7 -2.7 11.8 21.5 12.9 3.2

The first three columns correspond to the three factors determining the equilibrium prices: international price increase, terms of trade
and capital flows. If we assume that the economy will go back to its 2002 state (foreign trade prices will come back, capital flows will
stop), then the current real equilibrium exchange rate is over-appreciated by 3.2 percent. The major deviation took place in 2003 and
2004, then it decreased (the real equilibrium exchange rate appreciated faster than the actual) mostly due to a combination of monetary
sterilization and non-expansionary fiscal policies. If  such policies are continued, the gap will most likely close. The results are interesting

3 Devarajan, S.; Lewis, J.D.; Robinson, S. “External Shocks, Purchasing Power Parity, and the Equilibrium Real Exchange Rate,” The World Bank Economic Review
v. 7, 1993, pp. 45-63.
4 1-Country, 2-Goods (tradable and non-tradable), 3-Activities (impor ts, expor ts, domestic production and consumption).

Figure 3:  Sensitivity of Base Year Choice
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in that they show that the Armenian economy is quite sensitive and dependent on developments in the external world (internal price
behavior). For example, 12.7 percentage points of the 21.5 percent increase in equilibrium dollar prices during from 2002 to 2006
occurred due to international price increases. At the same time, the appreciation of the 2005 real equilibrium exchange rate was assisted
by an improvement in foreign trade terms, whereas the appreciation in 2006 was assisted by capital inflows.

However, it is wor th mentioning that these results are heavily affected by the choice of 2002 as the base year. Therefore, if  we believe
that the financial inflows (that accelerated since the end of 2003) can be sustained in the future then 2003 or 2004 can be used as the
base year. In this case, the real exchange rate in 2006 will be under-appreciated by almost 11 percent when compared to 2004 and by
3.2 percent when compared to 2003. During this exercise, international prices, capital flows and the terms of trade still show the general
picture of their impact.

Conclusions

One can draw the following conclusions from this analysis.
••••• The trend of the real equilibrium exchange rate is towards appreciation. The results of  estimations performed by the CBA with

different approaches prove the same trend.
••••• Among the fundamental factors (productivity, capital flows, terms of trade) affecting the real equilibrium exchange rate, the impact

of  financial flows is very strong, while in some years drastic improvement in the terms of trade was very influential.
••••• The tradable sector of  the Armenian economy gradually becomes less competitive as compared to the non-tradable sector;

however, it remains competitive due to improved terms of trade. This is explained by the fact that the investments in the Armenian
economy take place mostly in non-production sectors (investments mostly flow to the construction sector).

••••• In the long run, the Armenian economy may experience difficulties when the capital inflows stop or decrease, while the low
significance of  other fundamental factors, in particular, the relatively low increase in productivity, will not compensate for the drastic
reduction in capital inflows.

VVVVVararararardan dan dan dan dan ArArArArAramamamamamyyyyyan heads the Exteran heads the Exteran heads the Exteran heads the Exteran heads the External Sector Dinal Sector Dinal Sector Dinal Sector Dinal Sector Division ofvision ofvision ofvision ofvision of  the Monetar the Monetar the Monetar the Monetar the Monetary Py Py Py Py Policolicolicolicolicy Dey Dey Dey Dey Deparparparparpartment oftment oftment oftment oftment of  the Centr the Centr the Centr the Centr the Central Bank ofal Bank ofal Bank ofal Bank ofal Bank of
ArArArArAr men ia .men ia .men ia .men ia .men ia .
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Box 1: Real and Real Equilibrium Exchange Rate

RRRRReal eeal eeal eeal eeal exxxxxccccchanghanghanghanghange re re re re raaaaatetetetete is the ratio of  the given country to counterpar t countries’ prices calculated on the basis of  one currency.

RRRRReal equilibrium eeal equilibrium eeal equilibrium eeal equilibrium eeal equilibrium exxxxxccccchanghanghanghanghange re re re re raaaaatetetetete,,,,,     in the classical definition, is the value of  the real exchange rate that corresponds to both
domestic and external equilibrium at the same time under the given values of the fundamental variables determining those
equilibriums. Nurkse (1945)

Let us present what real exchange rates exist and what we understand under fundamental variables of  the economy.

It is a textbook statement that, for the assessment of competitiveness, two approaches to the real exchange rate are used: real
domestic exchange rate and real external exchange rate. The real domestic exchange rate is calculated as the ratio of the prices
in the tradable sector to the prices in the non-tradable sectors and it shows the incentives of  the investors to put their money
either into the tradable or the non-tradable sector.

The real external exchange rate is calculated as the ratio of  the prices in the given country and its counterpart countries (in terms
of  the same currency) and shows the incentives for investors to put their money in the country or its counterpart countries.

The domestic real exchange rate appreciates when the prices in non-tradable sectors increase faster than in the tradable sector.
Therefore, under similar productivity growth rates in the two sectors, the tradable sector loses competitiveness to the non-
tradable sector. In other words, investing in the non-tradable sector becomes more attractive and the resources of the economy
flow from tradable sectors to non-tradable sectors.

The real external exchange rate appreciates when the domestic prices in a country increase or the nominal exchange rate
appreciates or a combination of the two occurs. In all cases, the dollar prices in the tradable sector of the given country increase.
However, since a small country cannot dictate prices in the international marketplace and acts as a price-taker, the tradable
sector of  the case country is crowded out of the international market or is forced to decrease its profits, thus becoming less
attractive for external investors.

Let us discuss the fundamental indicators of the real exchange rate. There are three of  them: capital flows, terms of trade and
comparative productivity growth5. If  a country experiences capital inflows, both domestic and external real exchange rates
appreciate. This occurs because, on one hand, the domestic demand is promoted and starts pressing on the prices of the non-
tradable sector (the prices for tradable sectors are given by the international market). On the other hand, the large inflows
trigger significant pressure on the nominal exchange rate towards appreciation.

Improvements in trade terms—faster increases in prices of  expor ts over those of  imports—allows for earning more net
foreign exchange from units of expor ts compared to units of imports. This triggers appreciation of  both domestic and external
real exchange rates in the same manner as capital inflows.

The third and most important factor is the comparative growth of  productivity of the tradable sector that results in the
appreciation of the real exchange rate, according to the renown Ballassa-Samuelson effect.

When the real exchange rate appreciates due to capital or financial inflows without increases in productivity increase, the export
sector undeniably gradually loses its competitiveness both domestically (in terms of  attracting resources) and in external
markets.

When the real exchange rate appreciates because of improvements in the terms of  trade, the exporters temporarily may not lose
competitiveness in external markets since exporters from competing countries benefit from the price increases in export
markets. Therefore, competitiveness of expor ters may be temporary.

When the real exchange rate appreciates due to comparative productivity growth (Ballassa-Samuelson effect), the expor ters
undeniably remain competitive since production costs decrease due to productivity growth, thus ensuring profitability.
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Quantitative Estimations of Exchange Rate

Hayk Ghlijyan

Introduction

Exchange rate is one of  the major factors of macroeconomic
equilibrium in an economy. It is important not only because it
defines the parameters of  external trade, but also because of  its
impact on domestic production and consumption, investments,
productivity, capital flows, interest rates and other economic indi-
cators. These indicators, in turn, determine the direction of  mon-
etary and fiscal policies.

The real exchange rate shows the consumer basket price ratio in
the given country and its trade counterparts, whereas the nominal
exchange rate shows the monetary ratio of currencies. A number
of theories exist to evaluate real and nominal exchange rates that
enable calculations of market exchange rate deviations due to
specific reasons.

In the long run, the real equilibrium exchange rate theories that explain
the fundamental basis for changes in the real and nominal exchange
rate, determined by the developments in the real sector, should be
used. As for the short- and medium-term, quantitative estimation
methodologies of the nominal exchange rate should be used.

The present article attempts to make quantitative estimations of
factors affecting the nominal exchange rate since the hypothesis is
that the appreciation of the Armenian dram (AMD) is mostly deter-
mined by nominal factors rather than by more fundamental fac-
tors of  the real sector. There are two major reasons to refrain
from estimating the real equilibrium exchange rate. First, the ap-
preciation of the AMD took place during the past two to three
years which is not sufficiently long enough to assume that the
qualitative shifts in the economy caused the approximately 40
percent appreciation. The second reason is that, in the case of
Armenia, it is difficult to insist on the fundamental assumptions of
the theories estimating the real equilibrium exchange rate.

Theories to estimate the real exchange rate include the following:

1. PurPurPurPurPurccccchasing Phasing Phasing Phasing Phasing Pooooowwwwwer Per Per Per Per Parity theorarity theorarity theorarity theorarity theory:y:y:y:y:     According to this
theory, the long-run prices for goods are constant in all
countries and so are the exchange rates. Therefore, no trade
arbitrage may take place due to market forces. The major
assumption of  this theory is the existence of  competitive
markets and terms of free trade. The Purchasing Power

Parity theory does not work. First, even if  the prices of
tradable goods are constant, the prices for non-tradable
goods are not constant since labor and capital productivity
levels vary from country to country. In the particular case of
Armenia, this theory is not feasible since it is difficult to prove
that competitive markets exist.

2. ExterExterExterExterExternal and Domestic Economic Equilibriumnal and Domestic Economic Equilibriumnal and Domestic Economic Equilibriumnal and Domestic Economic Equilibriumnal and Domestic Economic Equilibrium
theortheortheortheortheory:y:y:y:y: In an open market economy, the achievement of
domestic and external equilibriums in the tradable and the
non-tradable sectors are dependant on the domestic ab-
sorption (consumption plus government spending) and real
exchange rates. According to this theory, the real exchange
rate is variable and depends on the domestic absorption or
consumption. In turn, absorption or consumption relies on
the differences between the increases in prices of tradable
and non-tradable markets. The tradable goods in this model
are given (i.e., determined in the international market),
whereas the prices for non-tradable goods are determined
through domestic supply and demand. The basic assump-
tion for achieving domestic and external equilibriums is that
the labor market and markets for non-tradable goods under
full employment are cleared. Due to increased domestic con-
sumption, the prices for non-tradable goods increase on
one hand, resulting in real appreciation. On the other hand,
this results in an increase in imports and a deepening of
current account deficits, which bring in real depreciation.
Thus, under full employment, these forces result in the
achievement of  external and domestic equilibriums in trad-
able and non-tradable markets and a new level of the real
exchange rate. For Armenia, this theory can hardly be sub-
stantiated since it is difficult to prove that the economy has
achieved full employment. At the same time, it is difficult to
insist that the labor market and non-tradable goods markets
are cleared. (Rather, as a result of various economic shocks,
these markets rapidly move to a new level of equilibrium.)

3. HarHarHarHarHarold-Ballassa-Samold-Ballassa-Samold-Ballassa-Samold-Ballassa-Samold-Ballassa-Samuelson theoruelson theoruelson theoruelson theoruelson theory:y:y:y:y:     According to
this theory, the relative productivity growth between the trad-
able and the non-tradable sectors over that of counterpar t
countries leads to increased wages in the tradable sector.
Due to labor mobility, this then leads in increased wages in the
non-tradable sector. Therefore, the wage level in the tradable
and the non-tradable sectors converge. As a result of  these
higher wages, inflation rises and leads to appreciation of the
real exchange rate. In fact, this theory rejects the Purchasing
Power Parity theory. The basic assumptions of  this theory
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are: a competitive labor market, elastic prices, perfect labor
mobility between tradable and non-tradable sectors, and a
relatively equal distribution of the labor force between the
tradable and the non-tradable sectors. In this theory, capital
productivity is an exogenous variable and equals the marginal
productivity of capital (i.e., real interest rates.) It assumes
capital flows are liberalized and financial markets are inte-
grated. On the other hand, the productivity growth in the trad-
able sector results in a decrease in output costs. This theory
assumes that the impact of the increased wages on the prices
of tradable goods is higher than the reduction of output costs
due to increased productivity. The application of this theory to
Armenia is difficult because the fundamental assumptions can-
not be substantiated and the share of  wages in the Armenian
GDP is very low. Therefore, even if  this theory does work, it
cannot explain the large real appreciation.

Factors affecting the nominal exchange rate include the following:

1. According to the interest rate parity theory, the changes in
domestic and external real interest rates may result in capital
flows which do affect the nominal exchange rate.

2. Foreign exchange inflows (non-commercial and non-invest-
ment such as factor income and transfers that are mainly used
for financing consumption), can affect the exchange rate.

3. The short-term exchange rate expectations trigger specula-
tive effects in the economy and affect the domestic foreign
exchange savings, which, in turn, affect the exchange rates.

For Armenia, the last two effects hold true: transfers grew while the
domestic foreign exchange savings decreased.

Hypothesis for a quantitative estimation of factors affecting the
exchange rate includes:

Based on the official statistical data, a supply-demand model is built
from the balance of payments and the exchange rate policy of the
Central Bank of Armenia (CBA). If  the balance of payments reflects
the real picture of foreign exchange flows, the equilibrium level of the
exchange rate is determined by the proportion of  supply and de-
mand in the FOREX market. However, if  the estimated level of the
exchange rate does not correspond to the real level, then the bal-
ance of payments does not fully reflect all FOREX flows.

Possible Methodology Errors

The balance of payments does not allow for precise estimation of
FOREX outflows and inflows; therefore, some approximations

were performed. It is difficult to estimate:
••••• The currency and commodity structure of official transfers,

direct and other investments;
••••• The savings-consumption propor tions of factor income and

transfers, as well as the breakdown per consumption and
investments (in particular, real estate);

••••• The proportions of  imports, expor ts and growth in
inventory, as well as timing of  sales;

••••• The profitability levels of  imports in the domestic market and
of  expor ts in external markets; and

••••• The appreciation/depreciation of the AMD against other
currencies (which is ignored in this case.)

Used Variables

All of the following variables were used on a quar terly basis
(1996:1-2006:2), expressed in millions of U.S. dollars (USD).
••••• EE-end-of-period USD/AMD exchange rate,
••••• DSW-supply of USD excluding the factor income and

transfers (exports, direct, net portfolio and net other
investments),

••••• TR-factor income and current transfers,
••••• INT-FOREX interventions of the Central Bank, and
••••• DDN-demand for USD (imports excluding humanitarian

assistance, factor income, current transfers and direct
investments less a change in foreign reserves).

Models

• ARIMAARIMAARIMAARIMAARIMA-a model of AR(1) I(2) MA(1,3)AR(1) I(2) MA(1,3)AR(1) I(2) MA(1,3)AR(1) I(2) MA(1,3)AR(1) I(2) MA(1,3) time series which
shows the correlation of the exchange rate from its historic
levels (AR) and its residual error (MA), i.e. from the error of
actual and estimated values. These variables mostly reflect
the expectations of economic agents depending on the
previous values of the variables and the deviation of their
own expectations and the actual exchange rate.

o Variables-end-of-period USD/AMD exchange rate.
••••• OLS strOLS strOLS strOLS strOLS structuructuructuructuructural ral ral ral ral reeeeegggggrrrrression model ession model ession model ession model ession model which shows the

correlation of the exchange rate with the supply of  dollars,
transfers, demand for dollars, Central Bank interventions, as
well as from its past values (AR) and residual error (MA).

o Endogenous variables-exchange rate.

o Exogenous variables-dollar supply excluding trans
fers, dollar demand and Central Bank foreign exchange
interventions.
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Results of ARIMA Model

D(D(EE)) = AR(1) - AR(3) - MA(1) + MA(3)

Or

D(D(EE)) = [AR(1)=0.257,AR(3)=-0.556,MA(1)=
=- 0.864, MA(3)=0.521,]

According to this model, the exchange rate in the current period
positively correlates with its past values, residual error (lagging
three periods) and negatively correlates with its past values (lag-
ging three periods) and residual error (lagging one period.)

The projections under the ARIMA model show that the expectations
of economic agents on depreciation were lower than the actual. In
other words, the FOREX inflows were underestimated by economic
agents as compared to their actual levels.

Results of OLS Model

D(D(EE)) = 0.27*D(DDN) - 0.42*D(TR) - 0.29*D(DSW) -
- 0.19*INT + [AR(3)=-0.64,MA(1)=-0.99,MA(3)=0.38]

All variables are statistically significant (t-statistics) and statisti-
cally important at 0.1 percent reliability, except for DDN and DSW.
They are statistically significant at 9 percent of reliability. The
probability of error in the equation (F-statistics) is 0.001 percent.

The coefficients of variables estimated through this model do
correspond to the theory, i.e. the increase in the supply of dollars
and transfers results in appreciation, whereas the increase in de-
mand triggers depreciation. The Central Bank interventions to
sterilize the USD result in appreciation, whereas steps to sterilize
the AMD result in depreciation. The components AR and MA in the

model reflect the estimates of the expectations in the economy.

Under the OLS model, ex-ante projections are not feasible as long
as the exogenous variables are not assigned certain values.
Therefore, the model allows only ex-post projections.

Ex-Post Structural Projections excluding AR and MA
Components (i.e., ignoring the exchange rate
expectations in the economy)

Ac t ua lA c t ua lA c t ua lA c t ua lA c t ua l Pro ject ionsPro ject ionsPro ject ionsPro ject ionsPro ject ions Dev ia t ionDev ia t ionDev ia t ionDev ia t ionDev ia t ion

Q-3-2005 444.2 454.9 -10.7

Q-4-2005 450.2 451.7 -1.5

Q-1-2006 450.9 457.5 -6.6

Q-2-2006 418.8 455.0 -36.2

Ex-Post Structural Projections including AR and MA
Components (i.e., including the exchange rate
expectations in the economy)

Ac t ua lA c t ua lA c t ua lA c t ua lA c t ua l Pro ject ionsPro ject ionsPro ject ionsPro ject ionsPro ject ions Dev ia t ionDev ia t ionDev ia t ionDev ia t ionDev ia t ion

Q-3-2005 444.2 454.3 -12.1

Q-4-2005 450.2 440.9 9.3

Q-1-2006 450.9 442.5 8.4

Q-2-2006 418.8 436.4 -17.6

The deviation between the two projections shows the impact of
exchange rate expectations. The projections excluding the effect
of expectations show that the exchange rate should be fluctuating
in the range of AMD 452 to AMD 457 against the USD during the
estimated period. However, adding the expectations component
into the picture causes the AMD to appreciate. In this case, the
expectations affect the FOREX savings by decreasing them. How-
ever, it is obvious that the expectations of  the AMD appreciation
were lower than the actual. Nonetheless, if the depreciation of the
USD against other currencies is not taken into account, the pro-
jected exchange rate is very close to its actual rate.

Major Conclusions

••••• According to the OLS model, the supply of foreign exchange
affects the change in the level of exchange rates rather than
the demand for it.

••••• Increases/decreases in transfers have more impact on the
exchange rate than other components of the FOREX supply
(expor ts, investments, etc.).

••••• CBA interventions have less impact on the exchange rate than
the market forces.

Ex-Post Exchange Rate Projections of ARIMA Model

 A c t ua lA c t ua lA c t ua lA c t ua lA c t ua l Pro ject ionsPro ject ionsPro ject ionsPro ject ionsPro ject ions Dev ia t ionDev ia t ionDev ia t ionDev ia t ionDev ia t ion

Q-1-2006 450.9 435.5 15.44

Q-2-2006 418.8 418.8 -0.02

Q-3-2006 381.5 411.4 -29.89

Ex-Ante Exchange Rate Projections of ARIMA Model

Q-4-2006 375.5

Q-1-2007 384.5

Q-2-2007 387.4

Q-3-2007 371.2

Q-4-2007 341.7
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••••• Expectations have a significant impact on the exchange rate.
••••• Excess of supply over demand by USD 10 million results in

appreciation of the AMD by 2.9 to 4.2, depending on
whether it occurred because of an excess in supply or in
transfers.

••••• Excess of demand over supply by USD 10 million results in a
depreciation of the AMD by 2.7.

••••• CBA interventions of USD 10 million result in changes in the
exchange rate of the AMD by 1.9.

HaHaHaHaHayk Ghlijyyk Ghlijyyk Ghlijyyk Ghlijyyk Ghlijyan is an indean is an indean is an indean is an indean is an independent ependent ependent ependent ependent experxperxperxperxper t.t.t.t.t. He holds a He holds a He holds a He holds a He holds a
Master of Science degree in economics and a MasterMaster of Science degree in economics and a MasterMaster of Science degree in economics and a MasterMaster of Science degree in economics and a MasterMaster of Science degree in economics and a Master
ofofofofof  Business administr Business administr Business administr Business administr Business administraaaaation,tion,tion,tion,tion, both ear both ear both ear both ear both earned aned aned aned aned at the Uni-t the Uni-t the Uni-t the Uni-t the Uni-
vvvvvererererersity ofsity ofsity ofsity ofsity of  Ne Ne Ne Ne Nebrbrbrbrbraska,aska,aska,aska,aska, USA. USA. USA. USA. USA.

International Experience in Export
Promotion

Karen Grigoryan

Introduction

Exports affect and are affected by long-term economic growth.
Thus, because of  the important role of  expor ts, relevant promo-
tion policies should be written to develop this sector. Today’s
export promotion programs often provide comprehensive and
sophisticated services to the business community.

The Policy of Export Promotion

Most developing countries have an eeeeexporxporxporxporxpor t prt prt prt prt promotion oromotion oromotion oromotion oromotion orggggga-a-a-a-a-
nizanizanizanizanizationtiontiontiontion ( ( ( ( (EPOEPOEPOEPOEPO))))): South Korea (KOTRA-Korea Trade Promotion
Corporation), Thailand (Department of  Export Promotion), Ma-
laysia (MATRADE-Malaysia External Trade Development Corpora-
tion) and Singapore (TDB-Trade Development Board). These or-
ganizations play a significant role in export development not only
within the business community, but also within the public sector1 .
Five stages of  government involvement in exporting are shown in
Table 1 and EPOs play the key role throughout the process. By
helping companies transform foreign market oppor tunities into
sales, EPOs remarkably facilitate export development.

It should be noted that there are some nuances between the pro-
motion of traditional exports and the promotion of  new export
products. The first one can lead only to export growth, whereas
the last one concerns diversification (both geographic and prod-
ucts), which is very important for expor t development.

ExporExporExporExporExport prt prt prt prt promotion is comotion is comotion is comotion is comotion is closellosellosellosellosely connected with a disman-y connected with a disman-y connected with a disman-y connected with a disman-y connected with a disman-
tling oftling oftling oftling oftling of  impor impor impor impor import rt rt rt rt restrictionsestrictionsestrictionsestrictionsestrictions.....     Import tariffs and expor t taxes
have symmetrical effects on domestic relative prices. Both instru-
ments raise the domestic price of imports relative to exports2.
Moreover, they discourage all types of expor ts since they cause
a country’s exchange rate to appreciate. Additionally, tariffs and
other import barriers discourage expor ts by raising the price of
imported intermediate inputs used by exporters.

Meanwhile, the Korean experience illustrates an interesting aspect
of  timing. Direct expor t promotion was initiated before import
liberalization took place in order to relax the balance of payment
constraints during a period of declining foreign assistance. It then
became the major impulse of sustained export growth3 .

1 Seringhaus, Rolf F. H.; Rosson, Philip J. (1991), Export development and promotion: the role of  public organizations, Boston: Kluver Academic Publishers, p. 364.
2 Tokarick Stephen, (2006), Does Import Protection Discourage Exports? IMF Working Paper No. 06/20.
3Agarwal, Jamuna P.; Langhammer, Rolf J.; Lücke, Mattias; and Nunnenkamp, Peter (1995), Export Expansion and Diversification in Central and Eastern Europe: What
Can Be Learnt from East and Southeast Asia? Institut für Weltwirtschaft Kiel, Discussion paper 261.

Table 1: Five Stages of Export Involvement by Public Organizations

          StageStageStageStageStage FocusFocusFocusFocusFocus Evaluation MeasuresEvaluation MeasuresEvaluation MeasuresEvaluation MeasuresEvaluation Measures

1 Export marketing and improvement of  infrastructure Knowledge, resource level, infrastructure network development

2 Export orientation Motivation level

3 Export promotion Need, awareness level

4 Export potential and supply Opportunity survey

5 Export development Export growth and optimization of  structure of  exports
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A number of countries stimulated their exports on the basis of
industrial policindustrial policindustrial policindustrial policindustrial policyyyyy,,,,,     having beforehand identified the most pro-
spective manufacturers. In general, this was characteristic of
countries with inconsistent reforms. In some cases, such policy
yielded positive results, especially when targeted at developing
non-traditional expor ts or exports of  technically complex prod-
ucts demanding significant capital investments by organizations to
manufacture and promote them on the world market. In this case,
financial suppor t from the state-intervening after mobilizing pri-
vate capital, creating an infrastructure and so on-was important
and supported the optimization of the export structure in a rather
short period. South Korea can serve as the most indicative ex-
ample of such a policy.

In cases of state-owned foreign trade monopolies (e.g., China’s
reform in 1980), a decentralization policy plays a prominent role
in the first stage of  the expor t promotion strategy. Export pro-
motion through reforms of external economic relations requires
progressively decentralized foreign trade systems and foreign
exchange allocation systems.

Any decentralization of international trade systems can be orga-
nized either by:
••••• delegating direct trading rights to a larger variety of

independent national, provincial and local Foreign Trade
Corporations (FTC) and to other provincial authorities; or

••••• granting foreign trade decision-making powers to those
enterprises that produce tradables.

The first approach to trade system reform might be termed ad-
ministrative decentralization4 , whereas the second approach
could be described as market economy-oriented decentraliza-
tion. Administrative decentralization preserves a system where
foreign trade is conducted through intermediation of authorized
trading companies5.

StandarStandarStandarStandarStandards and tecds and tecds and tecds and tecds and technical rhnical rhnical rhnical rhnical reeeeegulagulagulagulagulationstionstionstionstions     are also the instru-
ments of trade policy and, of course, impor tant parts of the
trade debate. The results of  a World Bank survey of  619 firms in
17 developing countries6  indicate that technical regulations in

industrial countries adversely affect firms’ propensities to expor t
from developing countries. The diversity of  standards across
foreign countries reduces the economy of  scale for firms and
influences their decisions about exporting. Moreover, firms
outsourcing components are already challenged by multi-stan-
dard compliance issues.

The Methods of Export Promotion

WWWWWorororororldldldldldwide ewide ewide ewide ewide experience shoxperience shoxperience shoxperience shoxperience shows thaws thaws thaws thaws that t t t t stimulation of  exports
occurs in two basic ways: through the formation of a favorable
macroeconomic climate and through the creation of stimuli for
manufacturers to expor t.

The first way is certainly preferable due to the successful experi-
ences of  countries with market-driven economies. However, it is
used within the scope of  some international economic organiza-
tions and/or integration unions, and encompasses detailed regu-
lations of trade issues. The experience of developing countries
proves that macroeconomic stabilization should be sufficiently
advanced before embarking on foreign trade liberalization pro-
gram. Otherwise, due to excessive inflation and the wrong rate of
exchange, imports will rise too steeply, while exports would hardly
grow7 . The successful experience of East Asian countries in main-
taining macroeconomic stability, for example, was one of the main
reasons it could successfully attract foreign direct investments
and other forms of  international cooperation.8

On the other hand, export instability can cause the macroeco-
nomic uncertainty in developing countries. So, the question is how
various agents in a national economy should react to significant
uncertainty over the prices of  a principal export and, therefore,
declining real expor t earnings and real incomes.

TTTTThe ehe ehe ehe ehe exxxxxccccchanghanghanghanghange re re re re raaaaatetetetete iiiiis extremely important from the point of
view of the allocation of  resources in an economy. Many countries
successfully stimulating exports (Chile, Colombia, Mexico, Taiwan,
China, South Korea and Indonesia) resorted to undervaluation of
their currencies in foreign exchange markets.

4 Reynold, B. L. (1987), Trade, Employment and Inequality in Post Reform China, Journal of  Comparative Economics, vol. 11, p. 484.
5Bender Dieter, China’s Structural Reforms of  the External Sector as a Means of  Export Promotion: Inconsistencies and Consequences, (1991), Jahrbuch für
Sozialwissenschaft Zeitschrift für Wir tschaftswissenschaften, Band 42/1991, Heft 1, Vandenhoeckand Ruprecht in Göttingen, pp. 34-35.
6 Chen, Maggie Xiaoyang; Otsuki, Tsunehiro; Wilson, John S. (2006), Do standards matter for expor t success? Policy Research Working Paper, WPS 3809,
World Bank, Washington, D.C.
7 Bender, Dieter; Currency Conver tibility and International Competitiveness, (1993), Address at Plenary Session 1, 19.02.1993, ‘’Shaping a Vibrant India,’’ PHD
House, Konrad-Adenauer-Stiftung, New Delhi, p. 19.
8Gundlach, Erich; Nunnenkamp, Peter; Catching Up Processes or Decoupling Trends? Developing Countries in the Age of Globalization, (1997), Economics,
a biannual collection of  recent German studies, v. 55/56, Focus: The changing Nor th-South trade relations and the World Trade Order (WTO), Institute for
Scientific Co-operation, Tübingen, Germany, p. 81.
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Mussa9  and Edwards10  examined the effects of  certain financial
policies on the equilibrium real exchange rate. Mussa notices that
a permanent increase in the real rate of return available to private
asset holders results in long run real appreciation; whereas
Edwards concludes that capital account liberalization also has this
effect. Therefore, financial liberalization may at least partially un-
dermine the expor t-promoting effects of  outward-oriented trade
reform.

Connected with exchange rate policy, IMF statistics of official ex-
change rate regimes confirm that a majority of  developing coun-
tries prefer exchange rates pegged to a single currency - the U.S.
dollar. Among Southeast Asian nations, Malaysia, Singapore and
Thailand are basket peggers. The growing number of basket pegs
has been accompanied by a spread of managed floating11 .

Criteria for Choosing an Export Promotion Plan

The choice of this or that plan to stimulate expor ts is made by a
country on the basis of the following criteria:
••••• A strategic direction for export policy (state regulation,

market forces, market forces in combination with special
measures on expor t promotion) based on the general
macroeconomic policy in the country;

••••• Definition of  internal restrictions on ways to develop
expor ts;

••••• Highlighting external barriers to expor ts;
••••• Identifying sectors with perspectives from the point of

view of exports;
••••• Definition of  opportunities for export promotion as a

whole, and also separate ways of export promotion;
••••• Comparison of benefits from expor t promotion in the long

term with the expenses connected with similar promotion
(in some cases, a country simply does not have the means
to carry out an export promotion policy);

••••• Selection of countries, goods and/or regions which
address expor t promotion plans; and

••••• Definition of measures of promotion.

The Role of Differentiation and Specialization in Export
Competitiveness

Theoretical models have discussed the impor tance of horizontal
and vertical product differentiation through the production of
greater varieties of goods or higher quality goods to maintain
export markets 12  and ways to achieve this differentiation through
product innovation. In the dynamically developing world
economy, specialization in technology-intensive and skilled-labor-
intensive goods play a more crucial role than natural resource-
intensive, unskilled labor-intensive and primary products.

It should be noted that there is some trade-off  between diversifi-
cation and specialization. It is known that specialization benefits
efficiency, but diversification may eliminate negative impacts of
market shocks on an economy. Several theories view this trade-
off  in uninsurable shocks as key determinants of economic devel-
opment13 .

Sequences of Export Promotion Policies

Sequences ofSequences ofSequences ofSequences ofSequences of  e e e e exporxporxporxporxpor t prt prt prt prt promotion policies can be comotion policies can be comotion policies can be comotion policies can be comotion policies can be clas-las-las-las-las-
sifsifsifsifsified in the fied in the fied in the fied in the fied in the folloolloolloolloollowing mannerwing mannerwing mannerwing mannerwing manner:::::

1. Macroeconomic stabilization (exchange rate-based stabili-
zation), infrastructural development and financial sector de-
velopment;

2. Gradual trade liberalization (reducing tariffs, quotas
changed into tariffs), export subsidies (direct/indirect), FDI
promotion; and

3. Liberalization of international capital flows (opening the capi-
tal account).

Additionally, there is one possible negative consequence of  ex-
port promotion. Domestic prices of exporting goods can in-
crease and affect the living standards of  the exporter country if
these products are included in the consumer basket.

9Mussa, Michael (1986), Nominal Exchange Rate Regimes and the Behaviour of Real Exchange Rates: Evidence and Implications, Carnegie-Rochester Series
on Public Policy, pp. 117-213
10Edwards, Sebastian (1987), Exchange Rate Misalignment in Developing Countries, UCLA Economics Working Papers 442, UCLA Depar tment of  Economics.
11Bender, Dieter; Monetary Stability, Export Promotion and Exchange Rate Policy: A macro model of  exchange rate management in NICs and its application
to Singapore 1975-83, ASEAN Economic Bulletin, v. 2, No. 3, March 1986, p. 197.
12 Krugman, Paul, (1980), Scale Economics, Product Differentiation and the Pattern of  Trade, American Economic Review, Vol. 70, pp. 950-959. Flam, H.;
Elhanan, Helpman; (1987), Vertical Product Differentiation and North South Trade, American Economic Review, Vol. 77 (December), pp. 810-822. Grossman,
Gene; Elhanan, Helpman; (1991), Quality Ladders and Product Cycles, Quar terly Journal of  Economics, Vol. 106 (No.2), 557-586.
13Saint-Paul, Gilles; (1992), Technological Choice, Financial Markets and Economic Development, European Economic Review, Vol. 36, No. 4, pp. 763-781.
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Conclusions

While integrating into the world economy, countries start from
various points in their economy and from different political condi-
tions. A country’s cultural and geographic differences, as well as
its character in developing democratic rules affect expor t devel-
opment and the methods used to promote exports. In developing
countries, export promotion policies were carried out at various
stages of their industrialization, which deeply influenced their
implementation tactics and methods.

The experiences of  particularly East and South Asian countries
show us that export development was and is based on technologi-
cal know-how. Therefore, a nation’s capabilities to adapt imported
new technology, as well as an advanced educational system, are
fundamental preconditions for export development in developing
countries.

We should realize that any special measures to support export
manufacturers and to develop export demand are connected to
short-term budget losses and mid-term prospects. That means
there either needs to be money in the state treasury (direct cred-
iting of the enterprises, both manufacturers and expor ters) or
mobilization of  private sources. It also demands support from
the state (e.g., the state-warranting of export credits), or short-
reception in the budget for some receipts (in the case of subsidiz-
ing manufacturing, decreases in import duties on the goods used
in manufacturing the exported product.)

In the absence of these means, indirect measures to promote
exports are necessary. They will not bring additional income to the
budget, but they also will not demand allocations from it. Among
the alternatives, state warranting of  expor t credits may be the
best option. They are widely used by all countries that want to
promote expor ts.

KKKKKarararararen Grigen Grigen Grigen Grigen Grigorororororyyyyyan,an,an,an,an, PhD PhD PhD PhD PhD,,,,, is a lectur is a lectur is a lectur is a lectur is a lecturer aer aer aer aer at the t the t the t the t the ArArArArArmenianmenianmenianmenianmenian
StaStaStaStaState Unite Unite Unite Unite Univvvvvererererersity ofsity ofsity ofsity ofsity of  Economics Economics Economics Economics Economics.....

Conceptual Approaches to the Strategy of
Armenia’s Economic Development

Manuk Hergnyan
Gagik Gabrielyan
Ara Chalabyan
Sevak Hovhannisyan

Armenia faces the challenge of maintaining its high economic
growth achieved primarily through private transfers. This does
not create sustainable competitive advantages for the Armenian
economy and will not secure Armenia’s long-term economic
growth. New approaches for the country’s development are re-
quired.

There are several successful examples of economies that man-
aged to transform their initial acceleration into sustainable growth.
A majority of countries achieving these successes adopted con-
sistent strategies for formulating a distinctive value proposition
(e.g., Singapore, China and Ireland). A value proposition points to
a specific role the country plays in the world or regional economy.
What can constitute Armenia’s distinct value proposition?

Global Positioning of the Armenian Economy

The current situation in Armenia does not provide grounds for
confirming the existence of a certain value. However, Armenia has
two options. First, it could consider complete annihilation as an
independent player in the global arena. Second, it could transform
itself into a supplier of highly qualified human resources for cer-
tain sectors of the global economy. The second alternative implies
shifting from a temporary exporter of  a high-quality workforce
for Russia to a location of high-quality human capital for special-
ized, value-added fields.

The claim for such a specific regional and, in the future, global role
is an ambitious, yet fully achievable objective that will require a real
breakthrough in how the country currently operates. Scarcity of
resources, the unfavorable geo-political situation and transporta-
tion problems prevent Armenia from developing other proposi-
tions (for instance, becoming a base for expansion into other
developed regions, similar to how Ireland and Singapore posi-
tioned themselves). On the other hand, the second suggested
positioning enables Armenia to compete in creating specific values
and to accumulate a notable competitive advantage. However, to
create such an advantage Armenia need not compete with re-

Articles
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source-based economies (China, Russia or Turkey, for example),
but with those focused on creating high values (Estonia, Israel,
Taiwan and Korea, for example). This means that Armenia’s con-
cept of competitiveness must aim at achieving the best interna-
tional standards in education and training, applied science, man-
agement systems, service and work - all of  which require special
competencies and creative skills - as well as creating a globally
competitive business environment in general.

Moving to the Next Stage of Competitive Development

Within the framework of the economic development paradigm
based on the concept of competitiveness, three stages of devel-
opment are identified:
••••• Resource-based economy: competitiveness is achieved

through the use of  cheap production factors;
••••• Investment-driven economy: competitiveness is achieved

through effectively managing large-scale investments;
••••• Innovation-driven economy: competitiveness is achieved by

creating a unique value for use in the global market.

Today, Armenia’s economy is in the resource-based stage. During
the past five years, private transfers from Diaspora have been the
main driving force for economic growth. Except for a few indus-
tries, it does not stimulate the creation of globally competitive
companies. Instead, it contributes to turning Armenia into à “con-
suming zone.” The sectors that compete in the global market - the
information technology (IT) and jewelry businesses - now play
secondary roles in the economy.

Accordingly, the main challenge in the current stage is attracting
large-scale foreign investments in existing and new sectors of the
economy to move it into the next stage of development. Increas-
ing large-scale investments must become the priority driving eco-
nomic policy between 2008 and 2015. This will provide a firm
basis for shifting Armenia into the innovation phase of develop-
ment.

Basic Instruments of the Breakthrough

1 .1 .1 .1 .1 . FFFFFocus on Interocus on Interocus on Interocus on Interocus on Internananananational Intional Intional Intional Intional Invvvvvestmentsestmentsestmentsestmentsestments

Implementation of the above-mentioned strategic economic goals
is impossible without attracting productive foreign capital, espe-
cially large, transnational or multinational corporations (MNC).
Only they can provide resources at the necessary scale to tackle
export markets, distribution channels, technology and world-
class business practices.

Until recently, Armenia attracted foreign direct investment (FDI)
mainly through politically motivated large infrastructure or
privatization deals. During the period of  1998-2004, infrastruc-
ture accounted for about 45 percent of FDIs and large
privatization deals accounted for 25 percent of FDIs (source: EV).
However, these sources will be exhausted within the next two or
three years. The new areas necessary to attract foreign capital will
require extraordinary and focused efforts from the Armenian
government to design distinctive value propositions for MNCs.

The institutionalization of FDI attraction policy initiated in the past
did not yield significant results. This was due to a poor under-
standing of the target audience, the lack of an integral strategy, an
extremely ineffective human resource policy and, as a result, pas-
sive and spontaneous efforts. Under new conditions, potential
investors must receive coordinated and effective signals from the
country and reinforced with equivalent actions.

Three key spheres require active institutional policy.
••••• FFFFFororororormamamamamation oftion oftion oftion oftion of  a g a g a g a g a globallloballloballloballlobally competitiy competitiy competitiy competitiy competitivvvvve be be be be businessusinessusinessusinessusiness

enenenenenvirvirvirvirvironment.onment.onment.onment.onment.     Transnational companies are only interested
in countries where total expenses of conducting business are
lower than in comparative countries or where there are
unique opportunities to create new values. This is why the
persistent improvement of the Armenian business
environment is so important.

••••• Creation of new sources of growth. Creation of new sources of growth. Creation of new sources of growth. Creation of new sources of growth. Creation of new sources of growth. Even within a
favorable environment, business expansion will require
special resources and competencies in certain sectors. For
Armenia, with its limited natural resources, this may be
compensated by technological, managerial and creative
competencies in these sectors.

••••• Attraction of Diaspora resources. Attraction of Diaspora resources. Attraction of Diaspora resources. Attraction of Diaspora resources. Attraction of Diaspora resources. The third key
element for Armenia is the active attraction of  Diaspora
resources to break the information and reputation vacuum
around the country; creating additional incentives for MNCs
(including those with Diaspora capital) to choose Armenia as
an investment destination; and extensive expansion of the
resource base for economic growth.

Implementation of such an institutional policy will require new skills,
experience, commitment and professional trust, which today’s
Armenia lacks. Armenia may achieve a breakthrough only by mo-
bilizing its best managerial resources, including those temporarily
located abroad, as well as by attracting high-quality managers
and business leaders from abroad and from within Diaspora
ranks.
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2 .2 .2 .2 .2 . FFFFFororororormamamamamation oftion oftion oftion oftion of  a Competiti a Competiti a Competiti a Competiti a Competitivvvvve Business Ene Business Ene Business Ene Business Ene Business Envirvirvirvirvironmentonmentonmentonmentonment

The most fundamental and serious competitive disadvantages of
Armenia are rooted in the microeconomic realm. With the level of
development of the business environment and especially some of
its critical components, Armenia is behind its main competitors,
including Azerbaijan. The microeconomic business environment
should be improved in the following spheres:
••••• Considerable improvement in the quality of human resources

through reforms in healthcare and education by direct
government investments and formation of quasi-
governmental, specialized institutions with the active
involvement of  the private sector;

••••• Targeted modernization of  main physical infrastructures
(combination of  private foreign, international and state
resources), especially in the areas of targeted foreign
capital;

••••• Consistent liberalization of the economic life and relief from
bureaucratic regulatory mechanisms; Armenia must have a
regulatory environment comparable to offshore zones;

••••• Promoting competition in practically monopolistic spheres
of the economy to increase the effectiveness of capital
allocation, to reduce costs and to improve the quality of
services; and

••••• Creating equal competitive conditions that eliminate
preferential regimes.

These actions are impor tant for not only direct economic benefit,
but for their perceived effectiveness as signals of the real inten-
tions of authorities. Such signals are much appreciated by the
market and by international players, in particular. However, if  no
real changes take place within Armenia, the efforts aimed at the
outside audience will not produce the desired results.

3 .3 .3 .3 .3 . Creation of Sources for a New GrowthCreation of Sources for a New GrowthCreation of Sources for a New GrowthCreation of Sources for a New GrowthCreation of Sources for a New Growth

Sources for new growth in Armenia can be created by offering
resources and competencies in cer tain sectors which may be
integrated into global value chains of international companies. In
the case of Armenia, the desired elements of  global value chains
may be research and development, product testing, production
of technological components requiring a disciplined workforce of
medium to high qualification, strong creative skills as well as spe-
cific managerial resources capable of integrating into international
companies and securing the expansion of their businesses into
Armenia. These competencies and resources must reach a critical
mass in a certain sector in order to attract the attention of  MNCs;
therefore, they may be created and modernized through focused
investments.

Such investments may be directed at special education and cre-
ation of  training centers, specialized laboratories, obtaining tech-
nologies, hiring highly qualified foreign specialists as well as creat-
ing experimental productions. The key function of the government
must be that of  catalyst and coordinator of  the process. However,
coordination and active involvement of  the business sector, edu-
cational institutions, professional associations and interested rep-
resentatives of the Diaspora are preconditions to real success.
The scale and novelty of  these efforts require active attraction of
foreign sources of  competence and capital, in particular those of
the Diaspora. At the initial stage, they can become autonomous
sources for economic growth and, consequently, they will stimu-
late growth suppor ted by private investments. At the same time,
these efforts will be productive only with a distinct focus on certain
sectors and, in some cases, even on certain MNCs. Otherwise, the
marketplace will not create demand.

Finally, the objective of these initiatives will be the creation of
strong and effective clusters (geographically close, intercon-
nected groups of companies and suppor ting institutions). The
very presence of  clusters, and not separate companies, makes
the given industry attractive for MNCs. On the other hand, the
entrance of  a large MNC may stimulate the entrance of others and
the development of an entire cluster. Considering this, in some
cases it will be reasonable to create special infrastructures for
certain large MNCs. Special strategies are necessary for compa-
nies seeking geographic diversification in development and pro-
duction, and striving to set itself up in the CIS and the Near East
region. To attract such important players, the government may
act as a co-investor, providing land, buildings, infrastructures
and, in special cases, tax privileges.

4 .4 .4 .4 .4 . Attraction of Diaspora ResourcesAttraction of Diaspora ResourcesAttraction of Diaspora ResourcesAttraction of Diaspora ResourcesAttraction of Diaspora Resources

Given the increasing pace of globalization, unprecedented devel-
opment of communication technologies and the exceptional role
of  business networks, the Armenian Diaspora may become a
unique competitive advantage for the Armenian economy. During
the transition period, the role of the Diaspora has been mainly to
provide humanitarian aid, private transfers, lobbying of Armenian
interests abroad and cultural connections. Despite the FDI policy
of  the Armenian government that heavily relies on Diaspora, the
latter has not become a large-scale investor in the Armenian
economy.

For comprehensive deployment of  the Diaspora to transform the
economy, Armenia must fundamentally change its policy towards
Diaspora. They must be seen not only as a source for material
resources, but also as an important global commercial network
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suppor ting the Armenian economy with critical, highly skilled hu-
man resources.

The competitiveness of an economy cannot be local; it is mea-
sured and achieved globally. This suggests a new mental paradigm
in relationship to active elements of the Diaspora and a set of
coordinated actions. In particular:
••••• Armenia itself  must invest in the Diaspora, especially in

maintaining and developing its national identity. Although at
the current stage these investments will be mainly cultural,
they will result in consolidation of the Diaspora and prevent
its quick assimilation.

••••• Transforming the current national structures into large-scale
and effective tools for investing in infrastructure.

••••• Creating institutional and collective forms of  investments
such as “development (Diaspora) bonds,” investment and
venture funds (e.g., Israeli Diaspora bonds).

••••• Attracting MNCs by leveraging the influence of the Diaspora
on the decision-making process within these companies.

••••• Direct investments in the Armenian economy. The total
potential of  free investment resources of  the active par t of
the Diaspora is estimated in the range of US$10 to $20
billion. Although in the 1998-2004 period about 70 percent
of  foreign investors in Armenia were Diaspora Armenians or
Diaspora-connected companies, their total investments
made up only 24 percent of all FDIs, amounting to US$260
million.

••••• Repatriating Armenians. Repatriation may become a
powerful instrument for stimulating the economy due to
additional sources of human and financial capital, as well as
the expansion of  the domestic market and, accordingly,

increased attractiveness for MNCs. Chances of repatriation
are higher among Armenians living in the Near East, Iran and
the CIS countries. In case of proper coordination of
ideological and financial dimensions within the next 50 years,
Armenia is able to repatriate 10,000 to 30,000 people
annually, without creating too much pressure on the labor
market and effectively integrating them into the Armenian
society.

National Leadership

The economic challenges that Armenia faces are difficult to over-
come; however, they give Armenia a historical opportunity. The
realization of this opportunity requires not only thoroughly
worked out, long-term strategies and their consistent and effec-
tive implementation, but also an inspiring leadership capable of
consolidating, motivating and leading the people and the process
itself. The long-term nature of this strategy requires that the lead-
ership see the perspective of the Armenian nation hundreds of
years beyond, instead of  short political cycles. The leadership
should transcend the narrow party interests and boundaries, as
well as the boundaries of  the present day Armenian state to ex-
pand its influence on the active elements of  the Armenian nation
interested in its revival.

TTTTThe arhe arhe arhe arhe articticticticticle has been prle has been prle has been prle has been prle has been prooooovided bvided bvided bvided bvided by Economy Economy Economy Economy Economy and y and y and y and y and VVVVValuesaluesaluesaluesalues
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tiveness and strategy research, as well as businesstiveness and strategy research, as well as businesstiveness and strategy research, as well as businesstiveness and strategy research, as well as businesstiveness and strategy research, as well as business
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Public Expenditures in the Social Sector and the PRSP

Ruzanna Gabrielyan

The 2004 Budget Law was the first budget based on the priorities set in the Poverty Reduction Strategy Paper (PRSP.) Since 2004, the
first priority of the government budget has been the social sector, namely education, health care, social security and insurance. These
priority sectors will remain both in the medium- and long-term future. This article represents a brief overview on the public funding of
social sectors, current public programs and poverty.

The GDP growth rate of 14 percent recorded in 2005 continues previous trends. This was much higher than the projected growth rate
under the PRSP baseline scenario of 6 percent. It is worth noting that almost all major sectors of the economy contributed to the higher-
than-projected growth rates. This fact, other things being equal, positively affects the equal distribution of income, especially on
incomes earned from employment.

The average monthly salaries in the economy reached AMD 52,059 in 2005 and grew by almost 20 percent as compared to 2004 levels.
This exceeds the projected level under the PRSP baseline scenario (AMD 35,048) by 48 percent.

Budget revenues in 2005 grew by 28 percent in nominal terms as compared to 2003, while the expenditures grew by 33 percent.
RRRRReeeeevvvvvenenenenenues and eues and eues and eues and eues and expenditurxpenditurxpenditurxpenditurxpenditures es es es es of  the 2005 consolidated budget (accrual basis) in absolute terms equaled AMD 449.5 and 492.2,
respectively. The bulk of  revenues came from tax revenues, while the social sector expenditures prevailed in total expenditures.

What concerns the expenditures is the priority sectors, i.e. social sectors1 . It is worth noting that the growth rate of these expenditures
exceeded those of the rest of the expenditure sectors, resulting in shifts in the structure of expenditures towards increasing the share
of “social” expenditures to 44.5 percent in 2005 as compared to 30.9 percent in 2003.

According to the 2005 Budget Law, total rtotal rtotal rtotal rtotal reeeeevvvvvenenenenenues ues ues ues ues exceed the PRSP-projected total revenues by AMD 53.4 billion in nominal terms.
The tax revenues exceed the previously projected levels by AMD 51 billion, while the non-tax revenues by AMD 24.5 billion, whereas the
official transfer projections in the 2005 Budget Law are lower than projected under the PRSP by about AMD 20 billion.

Table 1: Economic Growth and Poverty

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 52 0 0 52 0 0 52 0 0 52 0 0 5

Economic growth, % 14 10.5 14

GDP per capita, U.S. dollar 874 1,113 1,524

Poverty, % * 34.6 29.8

Extreme poverty, % * 6.4 4.6

Average monthly wages 34,783 43,445 52,059

Table 2:  Budget Expenditures in Social Sectors, 2003-2005, AMD billion

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 52 0 0 52 0 0 52 0 0 52 0 0 5

Public ExpendituresPublic ExpendituresPublic ExpendituresPublic ExpendituresPublic Expenditures 3 1 2 . 53 1 2 . 53 1 2 . 53 1 2 . 53 1 2 . 5 3 3 3 . 93 3 3 . 93 3 3 . 93 3 3 . 93 3 3 . 9 4 1 7 . 54 1 7 . 54 1 7 . 54 1 7 . 54 1 7 . 5

Education and Science 34.84 47.44 60.82

Health Care 19.59 24.69 31.07

Social Security and Insurance 29.25 34.98 44.14

TTTTTotal Expenditurotal Expenditurotal Expenditurotal Expenditurotal Expenditures in Social Sectores in Social Sectores in Social Sectores in Social Sectores in Social Sectorsssss 8 3 . 78 3 . 78 3 . 78 3 . 78 3 . 7 1 0 7 . 11 0 7 . 11 0 7 . 11 0 7 . 11 0 7 . 1 1 3 6 . 01 3 6 . 01 3 6 . 01 3 6 . 01 3 6 . 0

1 Education, Health, Social Security and Social Insurance
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The expenditures under the 2005 Budget Law as a whole exceed the PRSP-projected levels by AMD 65.5 billion. Half of the exceeded
amount (by about AMD 30 billion) is recorded in the priority sectors (social sectors): expenditures in education, by about AMD 11.6
billion; in health care, by AMD 1.4 billion; and social security and social insurance, by AMD 18.9 billion.

Despite that, both revenues and expenditures in 2005 significantly exceeded the PRSP budgetary framework projections in nominal
terms; nonetheless, the share of budgetary expenditures and revenues in the GDP remained lower than it was initially projected under
the PRSP.

The PRSP Priorities in the Social Sectors and the Possibilities for Funding through the Government Budget

Social Security and Social InsuranceSocial Security and Social InsuranceSocial Security and Social InsuranceSocial Security and Social InsuranceSocial Security and Social Insurance

In the social security and social insurance sector, the improvement of  targeting the family benefit system in order to use it as an
impor tant tool for poverty reduction for the poorest population groups. The policy in the social insurance sub-sector is directed
towards increasing the system’s efficiency; increasing the size of pensions; as well as expanding the diversification of  pensions,
depending on the employment record.

Table 3: Consolidated Budget Expenditures in Social Security and Social Insurance Sector, 2003-2005

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 52 0 0 52 0 0 52 0 0 52 0 0 5

Consolidated budget expenditures, total, AMD billion 73.0 85.35 124

Government budget, AMD billion 29.3 34.9 44.1

State Social Insurance Fund, AMD billion 43.2 51 78.9

Average monthly family benefit size, AMD 7,600 9,600 12,000

Average monthly pension, AMD 5,660 8,350 9,735

Expenditures in the social sectors, according to the 2005 budget, increased by AMD 124 billion (or 70 percent) as compared to the
actual budgetary expenditures in 2003. In 2005, the expenditures on family benefits totaled AMD 20 billion, increasing almost twice the
2003 level. As a result, the average size of the monthly benefit increased by 58 percent during 2003-2005; while the number of
beneficiary households remained the same. The budget expenditures on pensions grew by about 50 percent during the same period,
increasing the average size of pensions by 70 percent.

Table 4: Poverty Incidence in Social Groups, 2003-2004*

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4

Households with unemployed heads 48.9 48.1

Large households (6 and more household members) 57.0 53.8

Households with age-pensioners 46.8 41.9

Single age-pensioners 18.7 14.4

Households with 3 and more children (0-14 years) 66.1 61.0

Households headed by females 43.3 40.3

Households with children under 5 53.9 52.7
National average 42.9 39.0

As seen in this table, poverty reduction was recorded in all social groups in 2004. The largest reduction was recorded among single
pensioners where those living in poverty decreased by about 23 percent during 2003-2004. As a whole, this group is the only one
where the poverty level is significantly lower than the national average by about 2.7 times. This remarkable reduction in poverty among
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this group of single pensioners took place due to the targeted policy stated in the PRSP. In 2004, the average monthly pension size was
AMD 8,841, which is about 12 percent higher than envisioned in the PRSP as a target indicator.

Households with three and more children between the ages of  zero and 14 years remain the poorest group among the social groups:
the poverty level among this group exceeds the national average by 56 percent. Poverty in households with many children (six and
more) exceeds the national average by 38 percent, while in the group of households with children under age five, by 35 percent. In fact,
the most crucial factor determining pover ty of these three groups is the existence of  children. Taking this into account, the government
decided in 2005 to channel increased budgetary allocations to transfers and benefits paid for each child.

The data in the table below proves the importance of  the role of  social transfers in reducing poverty. According to these estimates, if
we exclude the transfers from the poverty incidence calculations, pover ty in 2004 would have constituted 49.9 percent (against actual
39 percent), while the extreme poverty rate would have been 18.6 percent (against actual 7.2 percent).

Table 5: Poverty Incidence Estimates Excluding Social Assistance and Transfers

     P     P     P     P     Pooooovvvvvererererer ty Incidence incty Incidence incty Incidence incty Incidence incty Incidence includingludingludingludingluding    P   P   P   P   Pooooovvvvvererererer ty Incidencety Incidencety Incidencety Incidencety Incidence
       Social Transfers       Social Transfers       Social Transfers       Social Transfers       Social Transfers   Before Social Transfers  Before Social Transfers  Before Social Transfers  Before Social Transfers  Before Social Transfers

Excluding Social Excluding Social
Assistance2  Transfers3

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4

Non-Poor Population, % 57.1 61 55.8 58.4 50.1 50.1

Poor Population, % 42.9 39 44.2 41.6 49.9 49.9

     Of which: Extremely Poor 7.4 7.2 9.7 10.1 16.2 18.6

The increase in expenditures on pensions occurred due to two main factors: an increase in the revenues of the State Social Insurance
Fund (from mandatory social insurance payments), as well as separation of  funding for social pensions and non-insurance payments
and insurance pensions. In particular, since 2003, social pensions are funded by the government budget. Furthermore, the additions
for these periods to be paid by the government, in accordance with the legislation, have also financed from the government budget since
2004.

Overall improvement in resource packages allowed for continuous increases in the amount of  pension paid per each employment year,
thus aiding in the further differentiation of pensions depending on the number of employment years (AMD 160 in 2005 and AMD 100
in 2003).

Health Care

The objectives of the PRSP in the Health Care sector are improved affordability and service quality by paying attention to primary health
care and smoothening out regional disparities.

The 2005 health care budget totaled AMD 31.1 billion, a 60 percent increase from the 2003 level. As a result of increased allocations
to the sector, per capita budgetary health care expenditures reached AMD 10,000 in 2005 compared to AMD 6,000 in 2003.

The salaries of  medical personnel in polyclinics and hospitals have increased significantly.

The increase in health care financing through the years and, as a priority, directing the bulk of  that increase to the primary health care
system, enabled all types of primary health care services to be provided free-of-charge to people above 65 years without limitations
to the volume or types of services.

With regard to access to medicine, the targeted policy was implemented. Medicine to certain social groups of  the population for certain
2 Social assistance includes compensations for former privileges, transfers for children, transfers to single mothers, unemployment benefits, education
fellowships, family benefits, etc.
3 Social transfers include the above listed assistance and age pensions.
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types of  diseases is provided free-of-charge or at discounts by primary health care institutions: this improves the access to medicine
for the poor and vulnerable groups of the population.

Education

The main PRSP objectives in education were the increase in access to education and an improvement in its quality by setting general
education as a priority. To that end, the allocations to this sector were intended to grow, along with the implementation of measures to
increase the efficiency of the system.

Table 6: Public Expenditures in Education, 2003–2005

2 0 0 32 0 0 32 0 0 32 0 0 32 0 0 3 2 0 0 42 0 0 42 0 0 42 0 0 42 0 0 4 2 0 0 52 0 0 52 0 0 52 0 0 52 0 0 5

Total, Education sector, AMD billion   35    48   60

Elementary, General and Secondary Education, AMD billion   23    34   44.4

The government sees the increase in salariessalariessalariessalariessalaries paid to teachers and school administrations as the major prerequisites to improving the
quality of  education, defined as one of the key factors in increasing the public expenditures in the education sector. To that end, the
current policy aims at increasing salaries to ensure quality improvements. In particular, the monthly salaries of school teachers reached
AMD 50,500 in 2005 compared to AMD 18,600 in 2003.

In 2005, 70 percent of  education sector allocations were earmarked for general education. The policy of  providing textbooks in
elementary classes free-of-charge continued.

Priority areas in education are to fund school building and heating improvements to ensure an uninterrupted educational process.

The efficiency of allocated public funds increased, too, due to school optimization and increased weekly workloads of  teachers. To
ensure efficient and targeted use of  funds, all schools transferred to a new financing mechanism and management oversight through
boards since 2004.

RRRRRuzanna Gauzanna Gauzanna Gauzanna Gauzanna Gabrielbrielbrielbrielbrielyyyyyan is a can is a can is a can is a can is a chiefhiefhiefhiefhief  specialist a specialist a specialist a specialist a specialist at the PRSP Coort the PRSP Coort the PRSP Coort the PRSP Coort the PRSP Coordinadinadinadinadination and Monitoring Detion and Monitoring Detion and Monitoring Detion and Monitoring Detion and Monitoring Deparparparparpar tment oftment oftment oftment oftment of  the Ministr the Ministr the Ministr the Ministr the Ministry ofy ofy ofy ofy of
Finance and EconomFinance and EconomFinance and EconomFinance and EconomFinance and Economy fy fy fy fy for the Ror the Ror the Ror the Ror the Reeeeepubpubpubpubpublic oflic oflic oflic oflic of      ArArArArArmenia.menia.menia.menia.menia.
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